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The appeal of Advance Automatic Sales Co., Inc., is nade
pursuant to Section 25667 of the Revenue and Taxation Code from
the action of the Franchise Tax Board on protests to proposed
assessments of additional franchise tax in the amounts of
$17,908.40, $19,863.44, $22,048.87 and $24,553.45 for the incone
years ended June 30, 1952, 1953, 1954 and 1955, respectively. The
aggeal of Melvin R: and Reva L. Bond is made pursuant to Section
13594 of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on protests to proposed assessments of addi-
tional _personal incone tax in the anounts of $4,926.67, $4,308.53,
$5,212.62 and 4,488.93 for the years 1952, 1953, 1954 and 1955,

respectively.

~ Advance is a corporation with its principal place of busi-
ness in San Francisco, It is a distributor of new and used coin-
operated equipment. For the nost part it has franchise agreenents
with various manufacturers as to certain geographical areas which
may be, for example, Northern California for one kind of equipnent
and el even \Western states for another kind of equipnent. During
the period here involved, it handled pinball machines, music
machi nes, guns, bow ers and miscel |l aneous anusenent machines.
Sometine during the Kears under appeal, it also commenced to
handl e cigarette nmachines.

Its primary business was the sale of the coin machines to

route operators, that is, to persons who placed themin |ocations,
such as bars and restaurants, and shared the net proceeds with the
| ocation owner. Its sales organization sold all types of equip-
ment handl ed by Advance to such route operators. Due to the pat-
tern of the industry, however, only a mnor portion of the sales
of cigarette machines was made to route operators who also had

-172~



ﬁgpeals of Advance Automatic Sales Co., Inc., and
vin R _and Reva L. Bond

pinbal | machines on their routes, _Advance had a repair_ departnent
which repaired used machines that it had acquired and did some
repair work for route operators. The repair department was re-
quired on occasion to service new equi pnent which Advance had
purchased from a manufacturer. There was also a parts departnent
which sold replacenent parts for all types of coin machines.

Advance | eased sone coin machines to route operators. In
nmost cases, the rental was a fixed sum In some cases, the renta
was a percentage of the route operator's gross from the nachine.

Advance operated a metal working factory under the name of
Royal Machine Manufacturing Conpany. Royal manufactured cigarette
vendi ng machines which were sol'd by Advance. Royal also did sone
outside contract work and perfornmed jobs for various defense con-
tractors. The Royal plant was located in a separate building
across an alley fromthe building housing the office and warehouse
used for the balance of the Advance business.

Advance had its own route of pinball machines and m scel-
| aneous anmusenent machines. This route was serviced by WIIiam
Oley, a salaried enployee. There was also a route of cigarette
machi nes serviced by other enployees. The cigarette machine
route was begun sonetinme during the years in question on this
Sgpem. In addition, Advance was a partner with Appellant
vin R Bond in a pinball machine route operation.

_As to both the Qtley route and the Bond route, coin-operated
nmachines were placed in bars, restaurants and other |ocations.
The proceeds from each machine, after exclusion of expenses
claimed by the location owner in connection with the operation of
the machine, were divided equally with the location owner. The
Oley route consisted of fromfifteen to thlrt¥ | ocations in San
Francisco. The Bond route consisted of about tTorty locations in
Contra Costa County. The equipnent on the Oley route considered
of approximtely equal nunbers of bingo pinball machines and
f1ipper pinball machines together with relatively few mscel-
| aneous amusenent machines.  The equi pment on the Bond route con-
sisted solely of multiple-odd bingo pinball mnachines,

The gross income of the Qtley and Bond routes as reported in
tax returns was the total of amounts retained by the nachine
owner fromlocations. Deductions were taken for depreciation,
sal aries and ot her business expenses.

Respondent determ ned that the machine owner was rentin?
space in the locations where machines were placed and that all the
coins deposited in the machines constituted gross income to the
machi ne owner.  Respondent al so disallowed expenses of the Bond
route and of the entire business of Advance pursuant to Sections
17297 and 24436 (17359 and 24203 prior to June 6, 1955) of the
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Revenue and Taxation Code. Sections 17297 and 24436 are identi cal
in substance, the forner agglylng to individuals and the latter to
corporations.  Section 17297 reads:

In conputing taxable income, no deductions shall be
al lowed to any taxpayer on any of his gross_ incone
derived fromillegal "activities as defined in
Chapters 9, 10 or '10.5 of Title 9 of Part 1 of the
Penal Code of California; nor shall any deductions
be allowed to any taxpayer on any of his gross
income derived from any other activities which tend
to pronote or to further, or are connected or
associated with, such illegal activities.

Penal Code Section 330b, paragraphs (1) and (2), and Section
330.1 prohibit the possession of a slot machine and define slot
machi ne broadly.

Section 330.1 provides, in part:

Every person who . . . owns, stores, possesses, sells,
rents”. . . any slot machine or device ... iS guilty
of a msdeneanor.... A slot machine or device . . .
is one that ... as a result of the insertion of any
.. . coin,,, such machine or device . . . may be ..
pl ayed, mechanically, electrically, automtically or
mandal I'y, and by reason of any elenment of hazard or

chance,” the user may receive or become entitled to

receive any thing of value . . . or the user may secure
3ddjt|onal chances or rights to use such machine or
evi ce. ..

Penal Code Section ﬁBOb Paragraph {4), and Section 330.5
contain an exception to the definition of "Slot machine or device.

Section 330.5 provides the exception in the follow ng | anguage:

... pin ball, and other anusement machines or devices
which are predomnnantly games of skill, whether afford-
ing the opportunity of” additional chances or free plays
or not, are not intended to be and are not included
wthin the term slot machine or device...

Sections 330b, 330.1 and 330.5 of the Penal Code becane
effective on July 15, 1950, On February 19, 1951, the Attorne
General issued an opinion holding a "Citation" one-ball pinbal
machine to be within Sections 330b and 330.1 and not within the
exceptions. (17 Qps. Cal. Atty. Gen. 68.) The opinion describes
the mechanical operation of the machine and concludes that the
result of operation of the machine depends al nost exclusively on
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chance. Concerning the exception contained in Section 330.5,
which we have quoted above, the opinion states:

VW understand the contention has been nmade that because
of the comma appearing after the word "pin ball," al
in ball machines are exenpt from the sections even though
hey are strictly games of chance. Certainly this was not
the legislative intent. Such a strained interpretation
woul d single out pin ball machines fromall other ganbling
devices. W have no hesitancy in concluding that pin
ball machines, as well as any other machines or devices
that are predom nantly games of chance, are prohibited
by the section.

~In Sharpensteen v. Hughes, 162 Cal. App. 2d 381 (1958), the
District Court of Aggeal considered a case involving the apﬁll-
cation of Section 330.5 to four pinball machines as to whic
there was no evidence that the% had been used for ganbling. The
trial court had found themto be ganes of chance solely on the
ground that a player could wn free games. It concluded, never-
theless, that the machines were within the exception stated in
“Section 330.5.

. The conclusion of the District Court of Appeal was that the
machines were within the exception stated in Section 330.5. The
court held that the winning of free games is no basis on which
to hold themto be games of chance and therefore concluded that
they were predom nantl ganes of skill. In the course of its
opinion, the court stated:

I't aﬁpears to us that the nore reasonable construction
of the exception would be that it was intended thereby
that the mere possession of pinball machines and ot her
amusenent machines or devices (indicating pinball”
machines, as such, are designed for amusement) which
are predomnantly games of skill, whether affording
the opportunity of additional chances or free play,
come wthin the exception

- On April 17, 1961, the Attorney General issued an opinion
holding that a nultl-pla¥ pinbal | machine is predomnantly a gane
of chance and therefore that possession of such a machine is
i I'legal since the machine is not within the exception stated in
Section 330.5.. (37 Qps. Cal. Atty. Gen. 126.) The description of
a nultl-pIaY pinbal | ‘machine in the opinion coincides with what
we have called a multiple-odd bingo pinball machine. The opinion
cites the |anguage we have quoted from Sharpensteen v, Hughes as
direct authority for its holding.
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W are of the opinion that the word "other® in the phrase
"other amusement machines or devices which are predom nantly ganes
of skill" in Section 330.5 necessarily ties the words "pin ball"
to "anusenent machines™ and "predom nantly games of skill" even
though a comma follows "pin ball.® This interpretation means that
a pinball nmachine is within the exception stated in Section 330.5
only if it is both an amusement machine (player receives no noney
or thing of value for wnning) and predomnantly a game of skill
Phrasing it otherw se, our conclusion is that the ownership,
storage, possession, sale or rental of a pinball machine is .
i1legal it the machine is predomnantly a game of chance or if
cash or other thing of value is paid to wnning players.

In People v. One Mechanical Device, 9 III. p. 2d 38, 132
N. E, 2d 338 (1956) the Illinors Appellate Court held that the
result of operation of a pinball nachine of the type we have
called a multiple-odd bingo pinball machine did not depend, even
In part, on the skill of the player

_As previously indicated, the Attorney General concluded that
nul tiple-odd bingo pinball machines were predom nantly games of
chance and thus were not within the exceptions provided in
Sections 330b and 330.5 of the Penal Code. Mreover, one of the
b|n%% Plnball machines on the Bond route was seized by the Sheriff
of Contra Costa County and was exam ned and tested by a professor
of engineering fromthe University of California. As in the case
of the machines which were the subgect of the Attorney Ceneral's
Opinions, the machine confiscated fromthe Bond route was of the
nul tiple-coin variety, that is, additional coins could be inserted
to increase the odds or nunber of free games won on a given
W nning combination, Additional coins Could also be inserted to
activate other special features of the machines which increased
the opportunities of winning. \Wether a particular coin advanced
the odds or produced the special feature depended on the inter-
action of three cams inside the machine and was conpletely subject
to chance. An operating instruction manual found inside the
machine stated that the odds and features "advance at nystery
intervals.”™ Four of the features of the machine activated by
additional coins could be adjusted to |iberal, medium or con-
servative settings.

- Tests of the multiple-coin mechanism were made to determne
its actual operations. Six runs were made to advance the odds.
Qdds of 100-1 were achieved with from3 to 7 coins; odds of 150-
were achieved with from 10 to 96 coins; and odds of 192-1 were
achieved with from 37 to 192 coins.

_ Six runs were made of one of the other features activated by
insertion of additional coins and maxinmum results were achieved
with from2 to 39 coins. Six runs were nade of still another of
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the features activated by insertion of additional coins and naxi-
mumresults were achieved with from7 to 74 coins. Six runs were
made of the "Extra Ball" feature. In one run, the first and
second extra balls were obtained together on the 6th coin and the
third on the 18th coin.  The maxi mum nunber of coins to obtain the
first extra ball was 51, to obtain the second extra ball, an
additional 70,and to obtain the third ball, an additional 22.

Tests wreconducted of the actual operation of a ball on
the playing field. A specially built release nmechani sm was used
to release the plunger which propelled the ball. The professor's
report continues:

The design of the release mechani sm was such as
to provide an identical release each time, wth
far greater accuracy and reproducibility than
coul d be achieved by the most highly skilled
player. It thus represented the maxi num attain-
able skill in the single act of shooting the ball

The release of the plunger is an extrenely critical
factor --a difference of 1/8 inch in the rel ease
point is all that is required to make the ball ?o
across the arch and strike the bunper instead o
just going out the gate.

koo

Wth the special release mechanismit was possible
to make 23 out of 25 shots hit the same bunper post.
| am certain that no human can do this.

. One hundred shots were nmade from each of four release
points. In the case of one set of 100 shots, the maxi num nunber
of times the ball went in any one of the 25 holes was 12; for
anot her set, the maxi mum was 10; and, for the other two sets, the
maxi mum was 11.

Thus, using a special mechanism to assure uniform rel ease
of the plunger, a particular hole could be achieved only 12 per-
cent of the tine at bet. A human player not using such special
mechani sm undoubtedly could not do as well.

As to this phase of the operation of the pinball machine,
the professor's report concludes:

... the ball always nust hit at |east one bunper
before it can"enter any hole. There is very little
skill that the player ‘can exercise over the” ball
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before it hits a bunper and after it has struck a
bunper its subsequent action is determned al nost
conpl etely by chance.

~ The machines on the Bond route were exclusively multiple-
odd bingo pinball machines. The analysis made by the professor of
engi neering of the machine seized by the Sheriff of Contra Costa
County from the Bond route indicates that the operation of this
machi ne depended al nost entirely on chance. Accordingly, the
owner ship and possession of such machines was illegal. ~ Respondent
mastcorrect therefore in disallowing all expenses of the Bond
route.

The machines on the Oley route consisted of about equal
nunbers of bingo pinball machines and flipper pinball machines
together with relatively few m scellaneous amusenent machines.
These bingo pinball machines were not of the nultiple-odd varety.
Therefore, there was no element of hazard or chance involved in
the deposit of coins in the machines.

~ Nevertheless, as in the case of other bingo pinball machine:
t he bingo pinball machines on the Qley route were constructed so
that a ball could not drop into a hole without first hitting a
bunper on the playing field. \hatever degree of control a_PIayer
m ght have exerciSed over the path of the ball before it hit a
bunper was | ost as soon as the ball hit a bumper because the #&
direction of its rebound from the bunper was determ ned al nost
conpl etely by chance.

. The bingo pinball machines on.the Otley route were thus
predom nantly games of chance and the omnersh|F and possession O
such machines was illegal. WIlliamQley did all the soliciting,
coIIectlsg and repairing for all types of machines on the Qley
route. > need not deci de whet her the_oPeratlon.of f1ipper pin-
bal |l machines on the Otley route was illegal, since the operation
of flipper pinball machines and niscellaneous anusenent nachi nes
MﬁShaSSOCIated or connected with the operation of the bingo pinbal
machi nes.

In its principal business as adistributor, Advance handl ed

a full line of coin-operated equipment. Its distribution function
of warehousing, selling and accounting were handl ed as an inte-
8rated business wi thout differentiation based on type of machine
eing sold. W think that this integration of the principa
function of Advance coupled with many sales of nusic and amusenent
machi nes and sone sales of cigarette machines to customers who

al so were customers for blngp pi nbal | machines necessarily neans
that the legal activity of distributing nusic, anusement and
cigarette nmachines was” connected or associated in a substantia
mayhmﬁth the illegal activity of distributing bingo pinball
machi nes.
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_ ~ The repair and parts departnents were integral units of the
distribution business in that the repair department nainly repairec
used machines preparatory to their sale and the parts departnent
of fered custonmers a source of replacement parts to keep machines
operabl e and thereby nmaintained the goodw || of the general dis-
tribution business.

_ In its returns Advance apparently showed the cost of
cigarette machine manufacture and the netal morklng factory as
expense rather than as cost of goods sold. Respondent's auditor
made no attenpt to segregate such items because he was denied ful
access to records. The result is that such costs were disallowed
I n Respondent's general disallowance of all clained expenses. In
the reconputation follow ng our decision such costs should be
sePregated and al l owed since cost of goods sold may not be dis-
al l'owed regardless of illegal activity.

_ The ci?arette vendi ng nachine route woul d appear to be
i ndependent of the business of distributing bingo pinball nachines
and the expenses of this route are therefore allowable.

Respondent' s disal |l owance of all expenses of Advance nust
therefore be nodified to allow the expenses of operating the
cigarette machine route and to allow cost of goods sold not pre-
viously identified as such.

The evidence as to the Bond and Qtley routes indicates
that the operating arrangenents between the nachine owner and
each | ocution owner were the same as those considered by uin
Appeal of ¢. B. Hall, Sr., Cal. St. Bd. of Equal., Dec. 29, 1958,
Z CCH Cal. Tax Cas. Par. 201-197, 3 P-H State & Local Tax Serv.
Cal . Par. 58145. Qur conclusion in Hall that the machine owner
and each location owner were engaged-a joint venture in the
operation of the machines is, accordingly, applicable here.

On both the Oley and the Bond routes, the collector pre-
ared a collection report. This report did not show the total of
he coins in the machine. Rather, It showed the anount renaining

after the expenses initally paid by the location owner but claimnmed
by himfromthe total deposited in the machine. Since there were
no records of the ampunts paid to the winning players and ot her
expenses initially paid by the location owners, Respondent nade

an estimate of the unrecorded anounts.

In support of the fact that cash was paid to players for
unpl ayed free games, there is evidence in the record as to the
Practlces on both the Gley and the Bond routes. The evidence as

0 the Ctley route is not conpletely clear as to whether it was
the general practice to pay cash to players for unplayed free
games., {Cne location owner ‘testified that such cash payouts were
made occasionally. Another |ocation owner testified that he did
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not make cash payouts for unplayed free ganes, but when interviewe
by Respondent's auditor in 1956 he told himthat the payout expens:
averaged 60 percent of the proceeds of the machine. Another |oca-
tion owner testified that he sometines nmade cash payouts for free
games and further stated that he had given Respondent's investi-
gator an estimate that the expenses averaged from 25 percent to
30 percent of the ampunts in the nmachine. The testimony of
Wlliam Oley indicates that at the time he nade collectious, it
was the general practice for the |ocation owners to clai m amounts
for expenses. W find that cash payouts were generally nade to
Players for unplayed free games as to bingo pinball mnechines on

he Utley route.

~As to the Bond route, three location owners Stated that
they did not make payments to players for unplayed free ganes and
one |ocation owner stated that he made such payments only to Pre-

vent an argument, but all four also stated that at the time o

each collection the collector read a neter inside the machine.

One location owner stated that he paid players for unplayed free
ames. Al of these | ocations owners, upon being interviewed by
espondent’ s auditor in 1956, told himthat they paid cash to

Players for unFIayed free games. Appellant Melvin R Bond stated

. hat the pinball ‘machines had meters to record free ganes run off
rather than being played off. The transcript of Bond' s testinony
shows the follow ng

Q. Didyou look at the neter inside the machine
when you opened the machine?

A Sometimes | would and sonetinmes | wouldn't.

Q. Did you ever keep a record in the machine of
the neter readings?

A Sometines.

Q. This would be a record of the free ganes run
off on the machine by neans of the renoval
button?

A Yes.

Q. Wiy would that record be of interest to you?

A No particular reason.

~ W conclude as to the Bond route that it was the genera
. practice to pay players for unplayed free games.
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Respondent estimated that the payouts to w nnings players
and other expenses clained by the locatiion owners anounted to 60
percent of the total in the machine. This was based on estinates
given to Respondent's auditor by two |ocation owners on the.CIIeK
route (although one of the two was not a |ocation owner during the
period covered by this appeal but becane such subsequent thereto)
and by five location owners on the Bond route. In evaluating
these estimates in the |ight of the evidence, we conclude that
this percentage should be reduced to 50 percent.

Respondent's auditor was granted access to only a portion
of the records of Advance. He assuned that amounts set forth in
a classification entitled mroute operations" were the income from
the tley route. It now appears that this classification included
income fromthe Qley route and other income as well. There nust,
therefore, be an appropriate adjustnment in accordance with the
evidence submtted by Advance and subject, as agreed by the
parties, to verification by Respondent,

Respondent assuned that there were payouts to winners as to
everﬁ machine on the Qtley route. However, in view of the nature
of the equipnent, this is an unlikely assunption. W believe
that a nore accurate estimate of the unrecorded gross income wll
be reached by assumng that as to 50 percent of the recorded incom
fromthe Otley route, there were no payouts to wi nners.

ORDER

~Pursuant to the views expressed in the Opinion of the Board
on file in this proceeding, and good cause appearing therefor

|I'T 18 HEREBY CRDERED, ADJUDGED AND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code., that the action of
the Franchise Tax Board on the protests of Advance Automatic Sal es
Co., Inc., to proposed assessments of additional franchise tax in
the amounts Of $17.903 AQ.$H19 863 44 $22 048,87 and $24 553, .45
for the incone years ended June 30, 1652, 1953, 1954 and 1955,
respectively, be and the sane is hereby nodified in that the gross
income_and di sal | onance of expenses aré to be recomputed in accor d-
ance with the opinion of the Board; and, it is herebg further
ordered, adjudged and decreed, pursuant to Section 18595 of the
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Revenue and Taxation Code, that the action of the Franchise Tax
Board on the Prot ests of Melvin R and Reva L. Bond to proposed
assessnents of additional personal income tax in the amounts of
$4,926.67, $4,308.53, $5,212,62 and $1+,L{.88.9ﬁ for the years 1952,
1953fl954 and l955,h respectively, be and the same is hereby

e

nmodified in that the gross incorme is to be recomputed in accord-
ance with the opinion of the Board, and in all gpher respects,
the action of the Franchise Tax Board is sustained.

Done at Sacranento, California, this 9th day of October,
1962, by the State Board of Equalization.

Geo. R _Reilly , Chai rman
John . Lynch , Member
Paul R Leake , Menber
Ri chard Nevins , Member

, Menber

ATTEST: Dixwell L. Pierce , Secretary
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